Robert Mundell has argued that inflation, even when fully anticipated, alters the long-run equilibrium level of the real interest rate (1), " . . . the money rate of interest rises by less than the rate of inflation and therefore the real rate of interest falls during inflation.
This conclusion is based on the fact that inflation reduces real money balances and that the resulting decline in real wealth stimulates increased saving, . Real conditions in the economy are altered by purely monetary phenomenon. The evils or benefits of inflation cannot be attributed solely to the failure of the community to anticipate it (2),"
Mundell obtains this result by postulating stable flow demands for assets, whereas -as is argued here --saving and investment arise from an inequality between actual and desired asset stocks. The model developed in this paper will include both the stock and flow demands for assets and demonstrates that inflation will permanently alter the real interest rate only if it can change the desired stock of capital. The desired stock of capital may be positively or negatively related to the rate of inflation, so that the real rate of return on capital may decrease or increase due to inflation. The model will then be used to obtain the time path of the real interest rate, and the effectsof improperly anticipated in flation will be shown.
Mundell's analysis is based on the following diagram:
The curve labeled IS shows the combinations of real cash balances and real
Interest rates which maintain equilibrium in the goods market. requires that desired and actual wealth be equal, and that the expected rate of return on money equal the actual rate of return on money. These conditions plus The two characteristic roots are both negative, thus the system is stable.
Regardless of whether the long-run value of the real interest rate is invariant « with respect to the rate of inflation, the characteristic roots show that the real interest rate changes during the transition period. Further, the smaller is 0 -the slower is the adjustment of the expected to the actual rate of in flation --the longer it will take for the system to return to long-run equilib rium from any given displacement. Thus, Incorrectly anticipated Inflation acts to delay the return to full stock equilibrium.
The view taken in this paper is that individuals demand a stock of wealth and that saving and investment are attempts to equilibriate desired and actual asset holdings. In this approach, equilibrium--in each period of time--requires that the desired accumulation of wealth equal the actual accumulation of wealth.
Since individuals, however, have a desired or target level of asset holdings, saving and investment in a period will increase actual wealth and thus change desired saving and investment in successive periods. Thus, it is clear that "real conditions in the economy are altered by purely monetary phenomenon", but this has been shown to be unambiguously true only in the short run. In the long run, it has been shown that it is possible for real cash balances to fall during inflation while the real interest rate may rise or fall depending upon whether cash balances and capital are complementary or substitute assets. This is in direct contradiction to Mundell's explanation of why the long run rate of interest is not invariant with respect to the rate of inflation.
